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Prior to and during the audit years (1989 and
1990), P practiced law in Houston, Texas. He was
al so involved in the real estate business through his
investnment in P&, Inc. Prior to 1989, P provided
| egal services to X, Inc., which operated a topl ess
dance club in Houston, and to H, a 50-percent
sharehol der of X, Inc., and manager of the club. In
paynment of the overdue fees for those services, P
acquired nost of the assets and all of the stock of X
Inc., and he assuned nmanagenent control of the club. P
| eased the assets back to X, Inc., for use by the club.
I n Novenber 1990, after securing a permt to continue
to conduct a sexually oriented business at the club’s
prem ses and a m xed beverage permt (liquor |icense)
for Y, Inc. (also wholly owned by P), at such prem ses,
P caused the club’s operation and assets (including the
| eased assets) to be transferred fromX, Inc., toY,
Inc. R determned that (1) “w thdrawal authorizations”
signed by P, in 1989 and 1990, for various suns of
money were disgui sed dividends to P rather than
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aut horizations for Hto “tip” dancers in the anmounts
aut hori zed, and (2) the 1990 transfer of the club’'s
operation fromX Inc. to Y, Inc., gave rise to a
taxable liquidating dividend fromX, Inc., to P. R

al so disallowed 1989 and 1990 Schedul e C deducti ons
clainmed by P for parking fees and for bad debt

deducti ons as guarantor of construction | oans defaulted
upon by P&P, Inc. R also determ ned that P was subject
to the sec. 6662, |I.R C., accuracy-related penalty.

1. Held: The anmounts listed on the “w thdrawal
aut hori zations” constituted valid pronotional expenses
of X, Inc., in part, and disguised dividends taxable to
P, in part.

2. Held, further, the transfer of the club’s
operation fromX, Inc., to Y, Inc., constituted a tax-
free reorgani zati on under sec. 368(a)(1)(D, I.RC
that did not involve a distribution of “boot” taxable
to P under sec. 356(a)(1)(B) and (2), |I.R C.

3. Held, further, R s disallowance of P's
Schedul e C deductions for parking fees and for bad
debts is sustained.

4. Held, further, R s penalty against Pis
sustained with respect to the deficiencies arising out
of the disallowances of P's Schedul e C deducti ons.

Jerry S. Payne, pro se.

Kat hryn Bellis, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
HALPERN, Judge: By notice of deficiency dated April 15,
1999 (the notice), respondent determ ned deficiencies in and
additions to petitioner’s Federal incone tax liabilities as

foll ows:



Tax Year Ending Addi tions to Tax
Decenber 31 Defi ci ency Sec. 6651(a)(1) Sec. 6663°
1989 $127, 879 $31, 970 $95, 909
1990 204, 353 51, 088 153, 265

*

In the event that petitioner is not held |iable for the
sec. 6663 fraud penalty, respondent nmade the alternative

determ nation that the underpaynents of tax for 1989 and 1990 are
subject to sec. 6662(a) accuracy-related penalties for negligence
or disregard of rules or regulations equal to 20 percent of such
under paynents.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. All dollar anounts have been rounded to the nearest
dol | ar.

The parties have resolved certain issues. The issues
remai ning for decision are (1) whether petitioner received
constructive dividends fromhis wholly owned corporation, 2618,
Inc. (2618), in the suns of $70,159 and $26, 345 for 1989 and 1990
(sonetinmes, the audit years), respectively! (the constructive
di vidend issue), (2) whether petitioner’s 1990 gross incone
includes a liquidating dividend from 2618 in the sum of $40, 0112
(the liquidating dividend issue), (3) whether petitioner is

entitled to Schedule C, Profit or Loss From Busi ness, deducti ons

! In the notice, respondent determ ned that petitioner
recei ved constructive dividends of $122, 722 and $50, 642 for 1989
and 1990, respectively. On brief, respondent concedes $52, 563
for 1989 and $24, 297 for 1990 of those proposed adj ustnents.

2 In the notice, respondent determ ned that the anount of
the 1990 liquidating dividend from 2618, Inc., was $535, 000.
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in excess of $207,295 and $133, 264 for 1989 and 1990,
respectively,® and, nore specifically, whether petitioner is
entitled to deductions for parking expenses of $1,443 and $1, 492
and busi ness bad debts of $14,000 and $8, 000 for 1989 and 1990,
respectively, and (4) whether petitioner is liable for the
accuracy-rel ated penalty under section 6662(a) for each of the
audit years.* A fifth issue, raised by petitioner for the first
time in his opening brief, is whether the notice of deficiency,
as it pertains to the constructive dividend and |iquidating
di vidend issues, is “arbitrary and excessive”, thereby shifting
to respondent the burden of proof as to the existence and anobunt
of any deficiency for the audit years. In the absence of such a

finding, petitioner bears the burden of proof. See Rule 142(a).°®

3 In the notice, respondent determ ned that petitioner’s
al I owabl e Schedul e C expenses for 1989 and 1990, respectively,
were $163, 461 and $111,294. The additional allowances resulted
fromrespondent’s exam nation of checks witten by petitioner
during 1989 and 1990.

4 Petitioner concedes that he is liable for additions to
tax under sec. 6651(a)(1l) in anounts to be determ ned for 1989
and 1990, and respondent concedes that petitioner is not |liable
for the civil fraud penalty under sec. 6663 for such years.

> Under certain circunstances, sec. 7491(a)(1l) shifts the
burden of proof to respondent. Sec. 7491 applies to court
proceedi ngs arising in connection wth exam nati ons commenci ng
after July 22, 1998, the date of enactnent of the Internal
Revenue Service Restructuring and Reform Act of 1998 (RRA 1998),
Pub. L. 105-206, 112 Stat. 685. See RRA 1998 sec. 3001(c), 112
Stat 727. Respondent alleges that the exam nation in this case

(continued. . .)
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FI NDI NGS OF FACT®
Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference. In addition, as they relate to this case and
were accepted by the Court of Appeals, we incorporate rel evant

portions of our findings of fact in Payne v. Conm ssioner, T.C

Meno. 1998-227, revd. 224 F.3d 415 (5th Gr. 2000), an earlier
case involving deficiency determ nations agai nst petitioner for
the 2 prior taxable years (1987 and 1988).°

At the tinme the petition was filed, petitioner resided in

Houst on, Texas.

5(...continued)

comenced prior to July 22, 1998. Petitioner does not dispute
that contention. Accordingly, sec. 7491 is inapplicable to this
case.

6 Petitioner has failed to set forth objections to
respondent’ s proposed findings of fact. Accordingly, we conclude
that petitioner concedes that respondent’s proposed findi ngs of
fact are correct except to the extent that petitioner’s findings
of fact are clearly inconsistent therewith. See Jonson v.

Comm ssioner, 118 T.C. 106, 108 n.4 (2002).

" W do not believe that the facts that we incorporate are
controversial. W incorporate themprincipally to provide
background material. |Indeed, at the call of this case fromthe
cal endar, petitioner stated that the prior case involves “exactly
the sane facts” as this case. See Peninsula Props. Co. V.

Conmm ssioner, 47 B.T.A 84, 85 (1942), and Mller v.

Conm ssioner, 47 B.T.A 68, 69 (1942), in each of which we

i ncorporated by reference all of our findings of fact in the
other and in a third related case invol ving individuals and
entities coomon to all three cases.
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During the audit years, petitioner owned and operated, in
Houston, Texas, a |aw firmunder the nane of Payne & Associ ates.
Petitioner’'s |law practice primarily involved civil litigation.
Through Payne & Associ ates, petitioner was sel f-enployed as a
| awer and in real estate devel opnent. He reported his incone
and expenses fromthose activities, on a cash basis, on Schedul e
C attached to his individual returns. Petitioner was also a 50-
percent sharehol der in Payne & Potter, Inc., a real estate
devel opnment corporation that was insolvent by the end of 1986.

Petitioner’s I nvolvenent Wth and Acqui sition of the Stock of
2618, | nc.

Prior to and during the audit years, 2618 owned and operated
a topl ess dance club in Houston, Texas, under the nane of
Caligula XXI (the club). From 1986 through 1988, petitioner
represented 2618 and the club in litigation against the city of
Houston and others arising out of the city’'s denial of the club’s
application for a permt to conduct a sexually oriented business
(the SOB permt), and against the Texas Al coholic Beverage
Comm ssion (TABC) for its refusal to renew the club’s m xed
beverage permt permtting the sale of alcohol to patrons.
Petitioner also provided |egal representation to Gerhard Helnmle
(HelmMe), one of the two 50-percent sharehol ders of the stock of
2618, in crimnal proceedings against Helme for the possession
of illegal drugs. Prior to and during the audit years, Helme

was i nvolved in managi ng the operation of the club.
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Begi nning in 1987, petitioner becane gradually nore involved
in the business operations and finances of 2618 and the cl ub,
principally out of concern that Helm e m ght not be able to pay
| egal fees owed to petitioner in excess of $500,000. During
1987, petitioner entered into agreenents with Helm e and ot hers,
whi ch, in consideration of a managenent fee, gave petitioner the
right “to control and manage the activities of the club CALI GULA
XXI”, and placed him*®“in total control of all financial and
manageri al decisions at the club”. The agreenents al so enabl ed
2618 to redeemthe stock of the other 50-percent sharehol der
(making Hel M e the sole shareholder) wth the proceeds of a
$275, 000 bank loan to petitioner that, pursuant to the
agreenents, was to be repaid (including interest) by neans of
schedul ed nonthly paynents from 2618 to petitioner.

On February 15, 1988, ownership interests in the foll ow ng
tangi bl e and i ntangi bl e personal property relating to the club
were transferred to petitioner in satisfaction of $35,000 in
|l egal fees owed to him (1) 2618 s | easehold interest in the
building in which the club operated; (2) furniture, furnishings,
fixtures and | easehol d i nprovenents in the building; and (3) the
right to use the Caligula XXI nane. Petitioner then |eased such
property back to 2618.

On March 15, 1988, petitioner agreed to acquire Helme’'s

stock in 2618 and, thereby, becone the sole sharehol der in 2618.
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The acquisition took the formof a stock purchase whereby
Hel M e’ s stock was transferred to petitioner in exchange for $10
in cash plus a $500, 000 prom ssory note on which petitioner never
made any paynents. In the earlier case involving petitioner’s
1987 and 1988 taxable years, we found as a fact that the March
15, 1988, agreenent was a sham and that petitioner received the
stock of 2618 not by purchase, but as paynent in satisfaction of
the nore than $500,000 in legal fees owed to himby 2618 and by
HelMe.® The agreenent was conditional, to becone effective if
and when TABC granted 2618 s application for a m xed bever age
permt. That condition was satisfied when, in August 1988, a
settl enment agreenent was reached between TABC and the cl ub
pursuant to which TABC agreed to and did issue the permt to the
club effective Septenber 20, 1988. Prior to that date,
petitioner had becone president of 2618.

Transfer of the Cub to JKP Enterprises, Inc. (JKP)

On February 20, 1988, petitioner entered into an agreenent
(the February 20 agreenent) with the owners of the building in
whi ch the club operated whereby it was agreed that (1) petitioner
had repl aced 2618 as prinmary | essee by virtue of his February 15,

1988, acquisition of 2618 s | easehold interest in the prem ses,

8 Petitioner did not contest our characterization of the
transaction as a paynent in-kind for overdue |egal fees. Rather,
he contended that the 2618 stock was worthless at the tine he
received it. See Payne v. Conm ssioner, 224 F.3d 415, 419 (5th
Cr. 2000), revg. T.C Meno. 1998-227.




- 9 -
(2) petitioner would remain the primary | essee in respect of al
future | eases of the prem ses for use by new corporations forned
by petitioner, (3) petitioner intended for 2618 to remain as his
subl essee until an SOB permt and “liquor license” (both of which
were then the subject of litigation) were acquired for the
prem ses, and (4) at that tine, petitioner would nake JKP his
subl essee under a 10-year subl ease.

JKP was incorporated in Texas on February 22, 1990.
Petitioner was the sol e sharehol der of JKP. The litigation
against the city of Houston resulted in the issuance, on Mrch
14, 1990, of an SOB permt to Virginia Sanders, who resided with
petitioner, was his |legal assistant, and was president of JKP.
The permt was issued for use at the club’s prem ses, whereupon
petitioner applied for a m xed beverage permt on behalf of JKP.
Shortly after the issuance of such permt on or about Novenber 1,
1990, operation of the club was transferred from 2618 to JKP,
whi ch became the subl essee of the club’'s prem ses from petitioner
pursuant to the February 20 agreenent and | essee, from
petitioner, of the tangible and intangi ble personal property
relating to the operation of the club that had been acquired by
petitioner from 2618 on February 15, 1988. In January 1991, JKP
sold all of the assets needed to operate the club, including its
| easehol d interest in the prem ses and in the other assets |eased

frompetitioner, for $1.1 mllion.



The Wt hdrawal Authorizations

During the audit years, petitioner signed wthdrawal
aut hori zations (for the nost part, printed fornms entitled “Tip
Aut hori zati on Voucher” or “Quest Check”) (the WAs) that
aut hori zed the expenditure of anpbunts charged to 2618 s general
| edger account entitled “Business Pronotion/Travel”. The WAs
total ed $70, 159 for 1989, and $26, 345 t hrough Novenber 1990, when
the operation of the club was taken over by JKP.

Petitioner signed the WAs by witing either “PAYNE" or, in
sone cases, “Jerry”, or “Jerry Payne”, or “JSP’. The WAs al so
set forth a specific date and dollar anount, and they contained
the notation “ProMo”, all in the sane handwiting. One of the
1990 WAs was prepared and signed by Virginia Sanders and
contained the words “Jerry S. Payne Pronotional Expense” and
“paid out”. On the forns entitled “Tip Authorization Voucher”
petitioner’s initials appeared on a signature line directly above
the words “I hereby authorize the above tip.”° Petitioner’s
initials also appeared at the bottom of the “CGuest Check” forns.

A nunber of the WAs contained the words “paid out”, and on one

° Petitioner testified that the tip authorization vouchers
were originally designed to enable custoners to pay the dancers
by means of a credit card rather than in cash. The club’s
custoners utilized the vouchers to specify the credit card tip
anount to be allocated to a particular dancer. Petitioner
adapted the vouchers to his own use as authorizations for paynent
of the anmpbunts specified thereon. Only the voucher anmounts
aut hori zed by petitioner were charged to 2618 s general | edger
account entitled “Business Pronotion/Travel”.
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such WA is the notation “Paid Qut to Jerry Payne”. Another WA
contains the notation “Draw - Jerry’s Vitamns - Sugar”. On sone
of the WAs for 1989 (either guest check forns or blank pieces of
paper), petitioner noted that he “took” the stated anount of
money froma “safe” or a “bag” or “stack”, or that he just “took”
the stated anobunt. On other of the 1989 WAs (guest check forns
only), the authorized anount was for specific itens of food.

Some of the WAs refer to a particular server or other person.

Al so, one WA, which is largely illegible, appears to be a note to
sonmeone naned Vi kki that petitioner “spent” $350 for sone

i ndeci pher abl e purpose.

Schedul e C Deducti ons

Par ki ng
On line 28 of his Schedule Cs for the audit years (“Q her

expenses”), petitioner listed “parking” expenses of $1,443 for
1989 and $1, 492 for 1990.

Bad Debt s

During 1989, petitioner paid $34,443 to Texas Commerce Bank
(TCB), of which $19, 921, represented deductible interest. During
1990, petitioner paid $13,644 to TCB. On line 9 of his Schedul e
Cs for the audit years (“Bad debts from sales or services”),
petitioner treated $14,000 (for 1989) and $8,000 (for 1990) of

such paynents to TCB as giving rise to bad debt deductions.



OPI NI ON

Burden of Proof

A. | nt r oducti on

Petitioner’s argunent that respondent bears the burden of
proof wth respect to the constructive dividend and |iquidating
di vidend i ssues ostensibly raises two additional issues: (1)
whet her such argunent, initially set forth in petitioner’s post-
trial opening brief, is tinely and (2), if timely, whether it is
sust ai nabl e on the ground that respondent’s determ nations are
arbitrary and, therefore, invalid. For the reasons set forth in
subsections B and C of this section |, we find it unnecessary to
resol ve those issues or even to assign the burden of proof with
respect to the constructive dividend and |iquidating dividend
I Ssues.

B. The Constructive Dividend and Liquidating D vidend
| ssues Are Resolved on the Basis of Agreed Facts

The facts upon which we base our decision wth respect to
both the constructive dividend and |iquidating dividend issues
are not in dispute.

1. Constructive D vidend |ssue

In the notice, respondent determ ned that petitioner
recei ved constructive dividends equal to the entire anount
charged to 2618 s general |edger account entitled “Business
Pronmotion/ Travel ”. Respondent has conceded the deductibility of

t he amounts charged to that account in excess of anounts
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reflected on the WAs. The only evidence relating to the
characterization of the anounts reflected on the WAS as either
constructive dividends to petitioner or deductible pronotional
expenses consists of the WAs t hensel ves and petitioner’s oral
testinony. As discussed, infra, in section Il, our decision that
nmost of the WAs provided for and generated deducti bl e pronoti onal
expenses i s based solely upon those WAs, which are stipul at ed
joint exhibits. The issue, as franed by the parties, is the
extent to which the stipulated WAs either support or refute
petitioner’s oral testinony that all of the WAs aut horized and
resulted in the expenditure of anmounts deductible by 2618 as
pronoti onal expenses, and we ultimately find that all but 12 WAs
for 1989 and 7 WAs for 1990 (out of a total of 280 for 1989 and
177 for 1990), are consistent with and, therefore, support
petitioner’s position. On that basis, we sustain respondent’s
proposed adjustnent only to the extent of the anmounts refl ected
in those 12 WAs for 1989 and 7 WAs for 1990. Wth respect to
those 19 WAs, we find that the notations thereon are nore
consistent wwth the conclusion that such amounts were distributed
to petitioner for his personal use rather than for any
deducti bl e, business-rel ated purpose.

2. Li qui dati ng D vidend | ssue

After respondent’s concession as to the amount of any

i quidating dividend, there are two issues for decision: an
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issue of |aw and an issue of fact. The issue of |aw is whether
2618's transfer of the club to JKP, in Novenber 1990, constituted
a taxable liquidation of 2618, under section 331, or a tax-free
reorgani zati on under section 368(a)(1)(D) and/or (F). On that

i ssue, we hold that such transfer constituted a tax-free

reorgani zati on under section 368(a)(1)(D). See discussion, infra
section Ill. The issue of fact is whether, in connection with
such transfer of assets from 2618 to JKP, we shoul d accept
respondent’s argument that petitioner received $40,011 of assets
taxable to himas a long-termcapital gain pursuant to section
356(a)(1)(B) and (2), or petitioner’s argunent that he received
nothing. The only evidence offered by respondent in support of
his position is the 1989 yearend bal ance sheet in Schedule L of
2618's 1989 return, which shows $40, 011 of assets. The 1989
return for 2618 is a joint, stipulated exhibit. As discussed,
infra section IIl, we find such bal ance sheet to be supportive of
petitioner’s position (reflected in his oral testinony) that he
recei ved nothing in connection with the Novenber 1990, transfer
of the club from 2618 to JKP rather than of respondent’s

posi tion.

C. Lack of Need To Assi gn Burden of Proof

Because we are able to di spose of both issues on the basis
of undi sputed or stipulated facts, we need not resolve the burden

of proof issue raised by petitioner. See Deskins v.
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Comm ssi oner, 87 T.C. 305, 322-323 n.17 (1986); Hustead v.

Comm ssioner, T.C Meno. 1997-205. “[T]he placenment of the
burden of proof * * * would be controlling only if, as a matter
of law, the evidence presented by the parties nust be deened of

equal weight.” Brookfield Wre Co. v. Conm ssioner, 667 F.2d

551, 553 n.2 (1st GCr. 1981), affg. T.C Menp. 1980-321. As this
Court has stated: “except for extraordinary burdens (e.g., in

fraud cases), the burden of proof is nerely a ‘tie-breaker’ * * *
[it] is irrelevant unless the evidence is in equipoise.” Steiner

v. Comm ssioner, T.C Meno. 1995-122. Although assignnment of the

burden of proof is potentially relevant at the outset of any
case, where (as in this case) the Court finds that the undi sputed
facts favor one of the parties, the case is not determ ned on the
basi s of which party bore the burden of proof, and the assignnent
of burden of proof becones irrelevant. 1

Therefore, we have no need to assign the burden of proof
with respect to the constructive dividend and |i quidating

di vi dend i ssues.

10 The sane is true where there is conflicting evidence
Wi th respect to a particular itemof income or expense, but a
preponderance of the evidence favors one of the parties. See
Kean v. Comm ssioner, 91 T.C 575, 601 n.40 (1988) (“Qur
determ nati ons have been nade on the basis of the preponderance
of the evidence; accordingly, it is immterial * * * who bears
t he burden of proof. Deskins v. Comm ssioner, 87 T.C 305, 323
n.17 (1986).").
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1. Constructive Dividend |Issue

Petitioner alleges that all of the WAs were authorizations
for HelmMe to use the stated anounts, and no nore than those
anounts, to tip the club’s dancers (as well as dancers at
conpeting clubs) in order to assure that the club would be able
to retain a sufficient nunber of “quality dancers”. Respondent
counters that petitioner has not furnished credi bl e evidence that
the cash distributed by neans of the WAs was used by petitioner
for any busi ness purpose.

Petitioner testified that he was advised by Helnle, who,
according to petitioner, effectively ran the club on a day-to-day
basis for petitioner during the audit years, that it was
necessary to use club funds to tip the dancers and, in
particular, the “quality dancers”. According to petitioner, the
need to tip the dancers had becone urgent in light of the pending
l[itigation over the club’s right to an SOB permt and the
dancers’ concern that the club would go out of business if it
failed to secure the permt. Petitioner testified that Helnle
woul d t ake noney out of the cash register and use it to tip
dancers, both at Caligula XXI and at conpeting clubs (apparently
to attract dancers at those other clubs to conme work at Caligula
XXI'). Petitioner contends that the sol e purpose of the WAs was
to restrict the anobunts of cash that Helm e would be permtted to

use for that purpose.
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Petitioner testified that he would | eave a WA, filled out
and signed by him in the cash register or with the bartender,
and that Helme could only take fromthe register the authorized
anount. Petitioner further testified that he never received or
t ook possession of any of the noney shown on the WAs.

Respondent argues that petitioner’s trial testinony was
“self serving, inconsistent, conflicting, and generally not
credible”, and that petitioner failed to produce credible
evi dence that the cash and food distributed pursuant to the WAs
were used for any business purpose. He suggests that
petitioner’s failure to call as w tnesses any enpl oyees of the
club or any dancers suggest that their testinony would have been
negative. He concludes that, because petitioner failed to prove
that the distributions reflected in the WAs were for any business
pur pose, they nust be considered taxabl e dividends to petitioner.

The only portion of 2618 s all eged expendi tures for business
pronotion/travel that respondent treats as constructive dividends
to petitioner is that reflected in the WAs. However, the WAs
general |y support and corroborate petitioner’s characterization
of the expenditures, not respondent’s. The vast mgjority of the
WAs sinply contain the notation “pro no” in addition to the date,
the dollar anmount, and petitioner’s signature. There is no
i ndication that the specified dollar anbunts were to be paid to

petitioner rather than to a third party pursuant to petitioner’s
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aut horization. The sanme is true for those WAs that specifically
direct paynents to or sinply refer to a particular server or
ot her person, and those that list specific food itenms, which in
all cases, were for negligible anbunts ($14 or less). (On brief,
petitioner characterized the latter as providing free neals to
custoners.) Nor do we infer frompetitioner’s failure to obtain
corroborating testinony fromforner club enpl oyees or dancers
t hat such testinony woul d have been negative. The events in
guestion occurred sonme 12 to 13 years prior to the trial.
Presumabl y, the enployees (e.g., bartenders and waiters) and the
dancers, nost of whom petitioner may not have known by nane,
woul d have been difficult or inpossible to |ocate after so many
years. Moreover, in light of the corroboration afforded by the
WAs t hensel ves, we do not consider such testinony crucial to

petitioner’s case. Cf. Pollack v. Conm ssioner, 47 T.C. 92, 108

(1966) (unexpl ai ned absence of crucial wtness justified
inference that his testinmony woul d have been unfavorable), affd.
392 F.2d 409 (5th Cr. 1968).

Those WAs |isting amounts as having been “paid out” or, in
one case, “paid out to [petitioner]” do not corroborate
petitioner’s oral testinony. Although it is possible that the
notation “paid out” was witten by an individual who had carried
out petitioner’s instruction to give the authorized amount to

HelmMe or to sone other person for distribution to dancers, we
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wi |l not make that assunption in the absence of confirmatory
evidence. Simlarly, the WAs and ot her docunmentation indicating
that the noney was spent for petitioner’s benefit or that he
actually received the specified anmounts (e.g., where petitioner
wrote that he “took” or “spent” the noney) do not support his
oral testinony. Rather, those WAs indicate that the |isted
anounts were paid to or for the benefit of petitioner and not
merely authorized by himfor paynent to another. |In the absence
of evidence that such noney was used for a bona fide pronotional
purpose (e.g., as tips for dancers), we nust assune that
petitioner retained it. Therefore, we hold that the anmobunts in
guestion totaling $4,577 for 1989 and $1, 100 for 1990,
constituted distributions to petitioner, taxable under section
301.

Respondent concedes that 2618 had no earnings and profits as
of Novenber 1990, and he does not challenge as inaccurate the
negati ve retained earnings reflected on 2618 s 1989 Schedule L as
of both the beginning and end of 1989. Petitioner neither paid
for his 2618 stock nor included any anount in incone resulting
fromhis receipt of such stock. Therefore, petitioner had a zero
basis in such stock. Consequently, the 1989 distributions
evi denced by WAs dated on or before Septenber 20, 1989 (1 year
after petitioner’s acquisition of his 2618 stock), constituted

short-termcapital gain, and the balance of the 1989



- 20 -
distributions and all of the 1990 distributions constituted | ong-
termcapital gain. Secs. 301(c)(3)(A), 1222(1), 1222(3); Goss

v. Comm ssioner, 23 T.C. 756, 768 (1955), affd. 236 F.2d 612 (2d

Cir. 1956); see also Bittker & Eustice, Federal |ncone Taxation
of Corporations and Sharehol ders, par. 8.02[5], at 8-16 n.53 (7th
ed. 2000). Application of those rules to petitioner results in
his recei pt of $4,217 of short-termcapital gain for 1989, $360
of long-termcapital gain for 1989, and $1, 100 of long-term
capital gain for 1990.

[, Li qui dati ng D vidend | ssue

A. | nt r oducti on

Respondent views JKP's Novenber 1990 takeover of the
busi ness operation of 2618 as necessarily involving a taxable
i quidation of 2618, which resulted in a deened or actual capital
gain distribution to petitioner of 2618 s net assets under
section 331(a)!* in the sum of $535,000. Petitioner does not
chal | enge respondent’s characterization of the termnation of
2618 as a taxable liquidation, but he argues that respondent
failed to prove that he received any noney or other property of

value. On brief, respondent concedes that his valuation of the

11 Sec. 331(a) provides that:

SEC. 331(a). Distributions in Conplete Liquidation
Treated as Exchanges. --Amounts received by a shareholder in
a distribution in conplete liquidation of a corporation
shall be treated as in full paynment in exchange for the
st ock.
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di stributed assets of 2618 was incorrect, and he alleges that the
liquidation distribution to petitioner consisted of the $40, 011
of assets shown on the yearend bal ance sheet in Schedule L of
2618's 1989 return. ?

On Cct ober 16, 2002, we issued an order directing the
parties to file supplenental briefs addressing the issue of
whet her the cessation of business by 2618 and the assunption of
its business operation by JKP in Novenber 1990 constituted, in
substance, a reorganization within the nmeaning of sections
368(a) (1) (D) (“D reorganization) and/or 368(a)(1)(F)) (“F
reorgani zation) rather than a taxable |iquidation of 2618 subject
to section 331. In response, petitioner submtted a two-page
statenent in which he essentially reiterates his original
position that he did not receive anything of value from 2618 when
its business operation termnated in Novenber 1990. Respondent
filed a brief in which he states that, assumng the club’s assets
were either owned or |eased (frompetitioner) by 2618 and the
club was being operated by 2618 rather than by petitioner
“exclusively on his owm behalf”, he will concede that the
transfer of the club’'s operation from 2618 to JKP neets all of
the statutory requirenents for a nondivisive “D’ reorganization;

i.e., there was a transfer by a corporation of substantially al

12 A 1990 return was not filed by 2618, and the record is
devoi d of any bal ance sheet or other financial record for 2618
subsequent to Dec. 31, 1989.
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of its assets to another corporation controlled by the sole
shar ehol der of both corporations in exchange for stock of the
transferee corporation followed by a distribution of the
transferee stock to such sharehol der, all pursuant to a plan of
reorgani zation. Secs. 368(a)(1)(D), (c), 354(b)(1)(A and (B).?*
Respondent al so appears to concede that the transfer of the
club’s operation from 2618 to JKP neets the statutory
requi renents for an “F’ reorganization: “a mere change in
identity, form or place of organization of one corporation,
however effected”, which respondent acknow edges nmay enconpass a
new corporation’s nere acquisition of the assets of the old
corporation, H Conf. Rept. 97-760, 1982-2 C B. 600, 634-635.
Respondent argues, however, that, because JKP sold the club
within 3 nonths of taking over its operation, the transaction may
have failed to neet the nonstatutory requirenment of continuity of
busi ness enterprise (COBE), applicable to any reorganization
described in section 368(a) and firmy enbedded in the

regul ati ons under section 368. See sec. 1.368-1(d), |Incone Tax

13 Because petitioner already owned the stock of JKP there
was no need for an actual exchange of 2618's assets for JKP stock
foll owed by a distribution of the stock to petitioner. As
respondent acknow edges, “[t]he lawis well settled that where
sharehol ders of the transferor corporation already own all of the
stock of the transferee corporation, the issuance of further
stock for exchange and distribution is not required.” See
DeGoff v. Conmm ssioner, 54 T.C. 59, 71 n.7 (1970), affd. per
curiam 444 F.2d 1385 (10th Cr. 1971), and the cases cited
t herei n.




- 23 -
Regs. Specifically, respondent suggests that JKP s sale of the
club’s operation within 3 nonths of its acquisition “creates a
strong inference” that the sale occurred as part of an overal
pl an comencing with the transfer of the operation from 2618 to
JKP and ending with the sale to outsiders. See sec. 1.368-
1(d)(5), Exanple 5, Incone Tax Regs. Alternatively, respondent
argues that, even if we decide that the transfer of the club’'s
operation from 2618 to JKP qualified as either a “D or “F’
reorgani zation, petitioner nust be deened to be in receipt of the
$40, 011 total assets listed on the yearend bal ance sheet in
Schedul e L of 2618 s 1989 return (the 1989 return bal ance sheet).
Therefore, he is required to recogni ze that anmount of |ong-term
capital gain pursuant to section 356(a)(1)(B) and (2).

B. Status of JKP's Acquisition of the Cub as a “D
Reor gani zati on

1. Statutory Requirenents

W find that the club was, in fact, owned and operated by
2618, not, as respondent suggests, by petitioner. The parties
have stipulated that 2618 “is a corporation that owned and
operated a topless dance club under the nanme of Caligula XXI”.
They have further stipulated that petitioner’s managenent
services and involvenment in the operation of the club were
pursuant to the March 16, 1987, agreenent, which gave petitioner
the right to “control and manage” the club’s activities in

consideration of “a managenent fee for said service.” That



- 24 -

agreenent was signed by Helme both individually and as an

of ficer of 2618. Consistent with that arrangenent, 2618 paid
petitioner $197,785 in 1989 and $90,630 in 1990. The parties
stipulated that $84,689 for 1989, and $20, 748 for 1990, was

i ncludable in petitioner’s Schedule C incone, and that the

bal ance constituted 2618's repaynent of noney petitioner advanced
to or paid on behalf of 2618. Also, the m xed beverage permt

i ssued on Septenber 20, 1988, and renewed on Septenber 20, 1990,
was issued to “Caligula XXI, 2618 Inc.” Moreover, respondent’s
suggestion that petitioner operated the club on his own behalf
rather than on behalf of 2618 is inconsistent with his position
that petitioner was in receipt of constructive dividends from
2618 during the audit years. For all of the foregoing reasons,
we find that 2618, not petitioner, transferred, to JKP,
substantially all of the assets (either owned or |eased from
petitioner) associated with the operation of the club. On that
basi s, respondent concedes (and we hold) that the transfer of the
club’s operation from 2618 to JKP net the statutory requirenents

for a “D’ reorganization.

14 Because we hold that the transfer of the club’s
operation from 2618 to JKP satisfied the statutory requirenents
for a “D’ reorgani zation, we find it unnecessary to decide
whet her such transfer also satisfied the statutory requirenments
for an “F” reorgani zation
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2. Continuity of Business Enterprise

We al so reject respondent’s suggestion that JKP's January
1991 sale of its assets, less than 3 nonths after it acquired
them indicates that those assets were sold “as part of the
overall plan to transfer the assets from 2618 to JKP'. W have
no doubt that petitioner’s efforts on behalf of the club and his
investnment in 2618 were notivated principally, if not
exclusively, by his desire to receive, in cash, the overdue | ega
fees from 2618 and Helme. H's ongoing efforts to secure the
i ndi spensabl e SOB and m xed beverage permts for the club were
doubtl essly notivated by a desire to nake the club a readily
sal eabl e property. But, as respondent acknow edges, there is no
direct evidence that JKP's actual sale of its assets was part of
an overall plan existing at the tine of the transfer of the
club’s operation from2618 to JKP;, and we do not infer the
exi stence of such a plan by reason of the proximty in tinme of
the two transactions. The nere fact that petitioner nay have
contenplated selling the club at the tinme of its transfer from
2618 to JKP does not require a finding that such transfer |acked

COBE. See Lewis v. Conm ssioner, 176 F.2d 646 (1st Cr. 1949),

affg. 10 T.C. 1080 (1948). In that case, a corporation sold two
of its three lines of business and, because it was tenporarily
unable to sell the third, it placed the assets of the remaining

busi ness in a new corporation, pending a sale (which occurred
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| ess than 3 years later), and then |iquidated. Because the
transferee corporation continued to conduct the old business, the
Court sustained our finding that the transaction had a valid
busi ness purpose and that it qualified as a nondivisive “D’
reorgani zati on under the 1939 Code predecessor of section
368(a) (1) (D). The Court distinguished cases in which the intent
was that the transferee corporation i mediately nake a
[iquidating distribution of the assets received fromthe
transferor corporation, stating as foll ows:

But in the present case, petitioners’ plan contenplated

that the new conpany would carry on the * * *

busi ness, and this was done. Although petitioners’

intention was to dispose of the * * * [business]

eventual ly, the fact that a goi ng busi ness was

transferred and operated | eft the new conpany and

petitioners, its shareholders, in a position where they

stood to gain or |lose fromoperations just as before

the transfer; if business conditions warranted it, the

busi ness coul d have been continued indefinitely. [ld.

at 649; enphasis added. ]

We hold that the reasoning of the First Grcuit Court of

Appeals in Lewis v. Conmm ssioner, supra, applies to this case and

that the transfer of the club from 2618 to JKP possessed COBE

C. Existence of a Distribution Taxabl e Under Section 356(a)

Respondent argues that, even if 2618 s transfer of the club
to JKP constituted a “D’ reorgani zation, petitioner was

neverthel ess in recei pt of $40,011 of “boot” taxable as long-term
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capital gain under section 356(a)(1)(B) and (2).' That argunent
depends upon a finding that the $40,011 of assets listed on the
1989 return bal ance sheet continued to exist in Novenmber 1990,
and were, in fact, distributed to petitioner at that tine.
Petitioner denies that he received any distribution from2618 in
connection wth its transfer of the club to JKP.

Respondent sinply states that the assets reflected on the
1989 return bal ance sheet “nust have gone sonewhere, and the only
| ogi cal recipient would be the petitioner as the sol e owner of
the stock of * * * [2618].” A nore plausible argunent (and a
reasonabl e inference) is that such assets (assum ng they stil
exi sted in Novenber 1990) were transferred to JKP as part of
2618' s transfer of the operation of the club. That is certainly
true with respect to such business-rel ated assets as
“inventories” (presumably consisting of food and |iquor)
(%4, 175), current accounts receivable ($1,296), and “depreciabl e

assets | ess accunul ated depreciation” ($8,647) (an asset the very

15 As we have previously noted in discussing the
constructive dividend issue (section Il, supra), petitioner had a
zero basis for his 2618 stock, and respondent concedes that 2618
was Wt hout earnings and profits on the date of the alleged
distribution. Under such circunstances, sec. 356(a)(1)(B)
provi des for gain recognition up to the “sumof * * * noney and
the fair market value of * * * property” distributed, and sec.
356(a)(2) provides that “the gain recognized * * * shall be
treated as gain fromthe exchange of property.” Because
petitioner’s holding period for his 2618 stock exceeded 12 nont hs
as of Novenber 1990, such gain would be |ong-term capital gain.
See G oss v. Comm ssioner, 23 T.C 756, 768 (1955), affd. 236
F.2d 612 (2d Cr. 1956).
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exi stence of which is in doubt in |ight of 2618 s |ease of its
furniture, furnishings, fixtures and all |easehold inprovenents
frompetitioner). So-called “other assets”, described on a
schedul e attached to the return as “FIT deposits” ($3,866) and
“Bond Sal es Tax” ($675), appear to be prepaynents of anticipated
liabilities that one woul d expect to continue for the benefit of
JKP. Even if all or a portion of the $21,352 in cash listed on
the 1989 return bal ance sheet remained in Novenber 1990, it is
nore |likely to have gone to JKP in order to satisfy its current
operating needs (the 1989 return bal ance sheet listed $17,490 in
accounts payabl e and $10,633 in other short-term obligations)
than to petitioner.

We find that respondent’s specul ation that the assets |isted
on the 1989 return bal ance sheet renained in existence and were
distributed to petitioner sonme 10 nonths |later is inplausible,
and we find, based upon the evidence before us (including
petitioner’s uncontradicted testinony), that petitioner received
none of the assets listed on the 1989 return bal ance sheet in
connection wth the Novenber 1990 transfer of the club from 2618
to JKP. Therefore, we reject respondent’s argunent that
petitioner was in receipt of a distribution taxable under section

356(a) (1) (B) and (2).



| V. Schedul e C Deducti ons

A. Par ki ng Fees

Petitioner’s alleged parking fees constituted cash paynents
for daily parking in downtown Houston parking lots. They were
incurred in connection with trips to court in pursuance of his
[itigation practice. Respondent has denied petitioner’s
deduction of those fees for |ack of substantiation.

Based upon petitioner’s testinony that, during the audit
years he “handled nmultiple cases * * * that required * * * [hin
to cone to court nost every day downtown”, we find that the
downt own Houst on courthouses in which he litigated constituted
regul ar places of business.

It is well settled that the cost of conmmuting between one’s
resi dence and a regul ar place of business or enploynent is a

nondeducti bl e personal expense. Conm ssioner v. Flowers, 326

U S. 465, 473-474 (1946); sec. 1.162-2(e), Inconme Tax Regs.; sec.
1.262-1(b)(5), Income Tax Regs. Transportation expenses incurred
on trips between places of business, however, nmay be deducti bl e.

Steinhort v. Conmm ssioner, 335 F.2d 496, 503-504 (5th G r. 1964),

affg. and remanding T.C. Meno. 1962-233. Here, the record does
not indicate which, if any, of petitioner’s trips to court
represented travel between his office and the courthouse or

bet ween court houses, nor is any anmpunt associated with such

travel. Under such circunstances, none of petitioner’s trips to
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court have been shown to be other than travel between his

resi dence and court. Therefore, we hold that any parking fees
incurred in connection with such travel constitute nondeductible

comuti ng expenses. See Anderson v. Conmm ssioner, 60 T.C 834,

836 (1973).

Even if the parking fees were shown to be associated with
deducti bl e business trips, we agree with respondent that the
deduction of such fees nust be denied due to |ack of
substantiation. Petitioner failed to produce any receipts or
ot her evidence that m ght have corroborated his oral testinony.
Mor eover, assum ng arguendo that petitioner is not required to
satisfy the substantiation requirenents of section 274(d)(1) with
respect to the parking fees, petitioner has failed to provide the
m ni mal substantiation that would permt us to estimate the

al | owabl e deduction as permtted under Cohan v. Conm ssioner, 39

F.2d 540, 543-544 (2d Gr. 1930). Even under Cohan, there nust
be sufficient evidence in the record to provide a basis upon

whi ch an estimate may be nmade. Vanicek v. Conm ssioner, 85 T.C.

731, 742-743 (1985). Here, there is none. Petitioner’s failure
to offer any substantiation that would corroborate his oral
testinony provides an additional basis for sustaining
respondent’ s deni al of the deduction for the parking fees. See

Allied Marine Sys., Inc. v. Conm ssioner, T.C. Mnob. 1997-101,
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affd. sub nom G bbons v. Comm ssioner, 155 F.3d 558 (4th Cr

1998) .

B. Bad Debt Deducti ons

Petitioner alleges that he nade a portion of the paynents to
TCB as guarantor of real estate construction |oans to Payne &
Potter, Inc., which, because of its insolvent state, was in
default. Petitioner alleges that the bad debt deductions
($14,000 for 1989 and $8,000 for 1990) arose out of the
wort hl essness of his right of recoupnent agai nst Payne & Potter,
Inc. Here again, respondent has denied the deductions for |ack
of substantiati on.

The parties have stipulated that petitioner paid $34,443 in
1989 and $13,644 in 1990 to TCB. Petitioner alleges that he paid
$14,000 in 1989 and $8,000 in 1990 to discharge his obligation as
t he guarantor of construction |oans by TCB to Payne & Potter,
I nc., which had beconme insolvent in 1986 and had defaulted on the
| oans. Because of his inability to recoup from Payne & Potter
Inc., the anmobunt of those paynents to TCB, petitioner clains that
he is entitled to bad debt deductions of $14,000 and $8, 000 for
1989 and 1990, respectively.

Petitioner has failed to corroborate his oral testinony with
witten evidence of any |oan (or |loans) by TCB to Payne & Potter,

Inc., or of any agreenment whereby he becane the guarantor of such



- 32 -
| oans. Although petitioner testified that there was supporting
docunent ation, he did not produce it.

Here, again, petitioner has failed to provide the required
substantiation in support of his deductions. Moreover, he has
not shown that he nade any effort to collect even a portion of
the anount allegedly owed to himby Payne & Potter, Inc. The
mere fact of the debtor’s insolvency does not prove that
petitioner, as creditor, had no reasonabl e prospect of recovery,
whi ch is necessary to support a bad debt deduction. See

| nt ergraph Corp. & Subs. v. Comm ssioner, 106 T.C. 312, 323

(1996), affd. per curiamw thout published opinion 121 F.3d 723
(11th Cr. 1997).

For the foregoing reasons, we sustain respondent’s
determ nation disallow ng petitioner’s bad debt deductions.

V. Section 6662(a) Penalty

Section 6662(a) provides for a penalty equal to 20 percent
of the underpaynent in tax attributable to, anong other things,
negli gence or disregard of rules or regul ations (w thout
distinction, negligence). See sec. 6662(b)(1). The penalty for
negligence will not apply to an underpaynent in tax to the extent
that the taxpayer can show both reasonabl e cause and that the
taxpayer acted in good faith. See sec. 6664(c)(1). Negligence
“includes any failure by the taxpayer * * * to substantiate itens

properly.” Sec. 1.6662-3(b)(1), Income Tax Regs. Because
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petitioner failed to substantiate to any degree the Schedule C
deductions for parking fees and bad debts discussed in section
|V, supra, we sustain the negligence penalty with respect to the
under paynent attributable to respondent’s denial of those

deductions. See Hi gbee v. Commi ssioner, 116 T.C. 438, 449

(2001); see also Perrah v. Conmm ssioner, T.C Menp. 2002-283.

Deci sion will be entered

under Rul e 155.




